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H. Tax-free Transfer and use of Intangibles Resulting from R&D

Some question the policy of tax incentives to encourage multina-
tionals to do U.S. R&D when they may use the results of that R&D
abroad tax-free. R&D produces intangible assets, including patents,
know-how, and secret processes. U.S. companies may transfer the
intangibles that their R&D produces to foreign subsidiaries without
incurring U.S. tax under Code section 367. The foreign subsidiaries
may generally use those intangibles (created in the United States)
in active manufacturing for foreign markets without incurring U.S.
tax. The principle of deferral generally prevents imposition of U.S.
tax on the income of those foreign subsidiaries until they pay divi-
dends to their U.S. parent corporations.

If a foreign subsidiary of a U.S. corporation manufactures in a
country whose effective tax rate is lower than the U.S. rate, it will
have a tax competitive advantage over U.S. companies that operate
solely in the United States. A U.S. corporation with valuable intan-
gible assets arising out of U.S. R&D may have a tax incentive to
locate its manufacturing plants in low-tax foreign countries rather
than in the United States. This will depend on whether the invest-
ment credit, accelerated depreciation, and other tax preferences
provided to U.S. manufacturers are as valuable as deferral. In
some cases, the tax advantage from establishing a new manufactur-
ing plant outside the United States in a low-tax country may
outweigh the economies of scale that arise from expanding an ex-
isting U.S. manufacturing plant.

In addition, if the foreign subsidiary of a U.S. corporation re-
ceives valuable intangible assets (the fruits of U.S. R&D) without
paying for them, it has a competitive advantage over companies
that operate solely in that foreign country. Those wholly local com-
panies must pay for their intangible assets, either by incurring
R&D expenses or by paying for intangible assets.

While this ability to transfer intangibles to a foreign subsidiary
free of U.S. tax could be an incentive for foreign investment, ex-
pansion into foreign markets by U.S. firms may benefit the U.S.
economy. Proponents of the current rules that allow tax-free trans-
fers argue that such expansion leads to increased sales and more -
rapid growth of U.S. multinational firms, which increases their
ability to undertake research and reduces their per unit adminis-
trative and other fixed costs. All this leads to an increase in profits
and a consequent increase in investment both in the United States
and abroad. Moreover, the movement of investment funds overseas
causes the value of the dollar to decline in foreign exchange mar-
kets, which tends to encourage U.S. exports. In addition, they
argue that in many cases, foreign subsidiaries of U.S. firms tend to
use U.S.-manufactured goods (and components) in their operations.
Moreover, it is extremely difficult to value intangibles. Therefore, a
tax on their value upon their transfer to a foreign subsidiary is dif-
ficult to calculate. An approach that imposed tax on foreign manu-
facturing subsidiaries of U.S. corporations to the extent that their
income arose from U.S.-produced intangibles would involve evalu-
ating the contribution of intangibles to profit, another difficult
question of valuation. Alternatively, this kind of approach could in-
volve formulary attribution of profit to intangible assets.
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